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Students’ Department
Edited by H. A. Finney

INSTITUTE EXAMINATIONS
[Note—The fact that these solutions appear in The Journal of Account
ancy should not lead the reader to assume that they are the official solutions
of the American Institute of Accountants. They merely represent the per
sonal opinion of the editor of the Students’ Department.]
AMERICAN INSTITUTE OF ACCOUNTANTS
Examination in Accounting Theory and Practice—Part I
May 18, 1922, 1 P.M. to 6 P.M.
The candidate must answer the first four questions and one other question.
No. 1 (30 points) :
A, B, C and D have been in partnership for three years, but, a misunder
standing having arisen, negotiations are in progress with intent to induce D
to withdraw. The articles of partnership provide that the partners shall
not be allowed any salaries but shall be permitted to make cash drawings
of $175.00 monthly. These amounts were drawn the first year. Then, by
mutual consent, the drawings were increased the second year to $200.00 each
and the third year to $225.00 each.
You are called upon to determine the amount to which D will be entitled
if he decides to withdraw; and, in your examination of the books, you find
the following facts which have not previously been brought to the attention
of the partners.
The bookkeeper has charged the drawings to profit-and-loss, has not
provided reserves for depreciation or bad debts; and it is now agreed that
proper adjustment shall be made of these particular items.
An analysis discloses the following facts with regard to bad debt losses:
First Second Third
year
year
year
Total
Losses charged off as ascertained....... $139.50 $378.60 $489.75 $1,007.85
Reserve which should be set up at the
present time..............................
615.85
Losses which arose from sales in
523.60 436.95 663.15 1,623.70
various years ........ ....................
Annual depreciation is agreed upon at the rate of 5% of the cost of
the buildings and at the rate of 10% of the cost of the furniture and
fixtures, which have appeared on the books with the following balances:
Furniture and
Buildings
fixtures
Beginning of first year........................... $5,400.00
$ 950.00
Beginning of second year ...................... 5,950.00
1,075.00
Beginning of third year.........................
6,200.00
1,215.00
The profits as ascertained have been credited to the partners’ capital
accounts in the agreed profit-and-loss ratios, and no other entries have been
made in these accounts.
The following is an abstract of the capitals:
A
B
C
D
Capitals, beginning of first year . .$ 5,000.00 $ 8,000.00 $12,000.00 $15,000.00
Profits, first year ..........................
486.00
972.00 1,458.00 1,944.00

Capitals, beginning of second year.$ 5,486.00 $ 8,972.00 $13,458.00 $16,944.00
Profits, second year .....................
685.20 1,142.00 1,827.20 2,055.60
Capitals, beginning of third year . .$ 6,171.20 $10,114.00 $15,285.20 $18,999.60
Profits, third year .........................
822.25 1,391.50 2,087.25 2,024.00

Capitals, end of third year......... $ 6,993.45 $11,505.50 $17,372.45 $21,023.60
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The partnership articles provide that in the event of the withdrawal of
any partner by mutual consent at the end of any year, the goodwill of the
partnership shall be valued at 1½ years’ purchase of the profits of the last
year in excess of 6% of the total capital at the beginning of that year.
Show what amount D will be entitled to receive if he withdraws.
Solution: The first step is to adjust the profits and determine the true
amounts which should be credited to D. This necessitates ascertaining
what per cent. of the profits has been credited to D each year.
D’s share
Total
D’s
of profits
profits
per cent.
First year ................................ $1,944.00 ÷ $4,860.00 = 40%
Second year ............................. 2,055.60 ÷ 5,710.00 = 36%
Third year ..............................
2,024.00 ÷ 6,325.00 = 32%
The adjustment of the profits involves:
(a) Adding back the drawings, which should not have been treated as
an expense, since the articles specifically state that salaries are not to
be allowed.
(b) Adding back bad debt losses charged off and deducting true bad
debt losses by years. This is essential because the profit-and-loss ratio has
varied from year to year, and because the goodwill is to be based on the
third year’s profits.
(c) Providing depreciation on the buildings and the furniture and fixtures.
Statement to Determine True Profits
Exhibit A
and D’s Share Thereof
First yr. Second yr. Third yr.
Profits, as stated in problem.................... $ 4,860.00 $ 5,710.00 $ 6,325.00
Add back drawings, improperly charged
to profit and loss:
8,400.00
First year: $175.00 X 12 X 4...........
Second year: 200.00 X 12 X 4...........
...........
9,600.00
...........
Third year: 225.00 X 12 X 4...........
..............................
10,800.00
Add back bad debts charged off...........
139.50
378.60
489.75

Total .........................................................

$13,399.50 $15,688.60 $17,614.75

Deduct:
True bad debt losses by years................ $ 523.60 $ 436.95 $ 663.15
Depreciation of buildings:
First year: 5% of $5,400.00............
270.00
..............................
Second year: 5% of 5,950.00............
............................... 297.50
Third year: 5% of 6,200.00.............
..............................
310.00
Depreciation of furniture and fixtures:
First year: 10% of $ 950.00....
95.00
................................
Second year: 10% of 1,075.00...
...........
107.50
Third year: 10% of 1,215.00...
..............................
121.50

Total deductions ...................................

$

True profits ............................................

$12,510.90 $14,846.65 $16,520.10
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888.60 $

841.95 $ 1,094.65

.
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D's Share of Profits
First year:
40% of $12,510.90.......................
Second year: 36% of 14,846.65.......................
Third year: 32% of 16,520.10.......................

$ 5,004.36
5,344.79
5,286.43

Total ..............................................................

$15,635.58

Computation of Goodwill
Exhibit B
Profits of the third year (exhibit A) ..
...........
........... $16,520.10
Less 6% interest on capital at beginning
of third year:
Capital invested—beginning of first year:
A .............................................. $ 5,000.00
...........
B ...................................................
8,000.00
...........
C ....................................................
12,000.00
...........
D .......................................................
15,000.00 $40,000.00

Add profits of first two years (exhibit A) :
$12,510.90
First year .
14,846.65
Second year
Total ................................................
Deduct drawings of first two years:
First year ..................................
Second year ................................

27,357.55

67,357.55
$ 8,400.00
9,600.00

18,000.00

Capital, beginning of third year ....

$49,357.55

2,961.45
6% interest thereon................................................
Profits of third year in excess of 6% interest on capital at the
13,558.65
beginning of the third year .....................................
Multiply by .....................................................................................
Goodwill ......................................................................................... $20,337.98
D’s share: 32% thereof ..................................................................

$ 6,508.15

Goodwill should be divided among partners in the profit-and-loss ratio
of the year when the division is made.
Statement of Amount Due to D
Exhibit C
(In event of withdrawal)
Original investment ............................
$15,000.00
Add profits for three years (exhibit A)
15,635.58
Add goodwill (exhibit B) ..................
6,508.15
Total ................................................
$37,143.73
Deduct drawings:
First year.........................................
$ 2,100.00
Second year .....................................
2,400.00
Third year .....................................
2,700.00
7,200.00
Balance due D if he withdraws...........
$29,943.73
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No. 2 (27 points) :
You are called upon to prepare an adjusted statement of the surplus of
the Washburn Manufacturing Company at December 31, 1918, and of the
profits for 1919, 1920 and 1921.
The surplus account on the company’s books appears as follows:
Surplus
Dividends, 1919 ........... $ 40,000.00 Balance, Dec. 31, 1918.. $235,000.00
“
1920 ............
35,000.00 Profits, 1919 ................
65,000.00
“
1920 ................
78,300.00
“
1921 ............
20,000.00
“
1921 ................
48,000.00
Balance, Dec. 31, 1921.. 331,300.00
$426,300.00

$426,300.00

The company has not provided for accruals and deferred items in closing
its books and has ignored the following items at the various dates of closing:
Deferred
Deferred
Accrued
Accrued
charges income
expenses
income
December 31, 1918 ........... $2,125.00
.............
$5,200.00
$ 475.00
“
31, 1919 ...........
2,640.00
.............
3,135.00
.............
“
31, 1920 ...........
3,100.00
$1,250.00
6,120.00
290.00
“
31, 1921 ...........
1,950.00
700.00
4,200.00
.............
In closing the books the inventories were priced at cost or market,
whichever was lower, and, in addition, reserves for possible future declines
in market value were set up as follows:
At December 31, 1919 ....................................... $ 8,000.00
“
“
31, 1920 ........................................
12,600.00
“
“
31, 1921 ........................................
9,250.00
Each reserve was set up by a charge to profit-and-loss and remained
on the books until the next closing, when it was credited to the account
with the opening inventory. The reserve set up at the end of 1921 is still
on the books.
Consigned goods have been included in the inventories at billed price.
The company has billed all goods sent to consignees at 130% of cost. The
following consigned goods inventories have been included:
At December 31, 1919 ....................................... $15,600.00
“
“
31, 1920
10,400.00
“
“
31, 1921
18,200.00
Prepare a corrected statement of the surplus account from December
31, 1918, to December 31, 1921.
Solution: The following statement of adjustments is self-explanatory,
with the possible exception of the treatment of the reserve for inventory
fluctuations. By valuing the inventories at the lower of cost or market
at the end of each year, the company took up each year the loss on market
declines accruing during the year. By charging profit-and-loss with an
additional provision for future possible losses, the company anticipated the
losses. This is a conservative thing to do, but the provision should be
made from surplus, because the loss is not certain to occur, the amount
is an estimate, and if it does occur it should be charged to profit-and-loss
in the period when it does occur. The reserve should be provided from
surplus, and the reserve set up at the end of one year should be returned
to surplus during or at the close of the next year. So far as the profitand-loss account is concerned, the inventories are valued at cost or market,
whichever is lower, at the date of the closing.
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1921

$48,000

Profit-and-loss

............

50

3 1 , 1921:

Billed
Cost

2,400

232,400 ............
$237,600 $237,600

71,505
$80,840

$80,840

............

80,615 ............
$101,025 $101,025

43,880
$68,970

4,200

................................

14,000..................................................................................................................

18,200....

8,000............................................................................

10,400....

Adjusted balances ................................

“

Cost

“ 31, 1920: Billed

•

$68,970

............

............

2,400

Accrued expenses:
Dec. 31, 1918 ....................................
$5,200 ................................
5,200
....................................................................
“ 31, 1919 .....................................................................
3,135 ................................
3,135
..............................
“ 31, 1920 ...........................................................................................................
6,120 ................................
6,120
“ 31, 1921 ................................................................................................................................................
4,200
............
Accrued income:
Dec. 31, 1918 ...............................................
475
475 ........................................................................................
“ 31, 1920 .....................
290
290
............
Reserve for inventory fluctuation:
Dec. 31, 1919 ..........................................................................................
8,000
8,000 ...................................................
“ 31, 1920 ...............................................................................................................................
12,600
12,600
............
“ 31,1921 ................
9,250
Profit on consigned goods inventories :
Dec. 31, 1919: Billed $15,600....
Cost
12,000...........
3,600 ................................
3,600
...............................

Dec. 31, 1920 ...........................................................................................................
1,250 ................................
“ 31, 1921 ................................................................................................................................................
700

1,250

31, 1918 ...............................................
2,125
$2,125 ........................................................................................
31, 1919 ......................................................................
............
2,640
$2,640 ...................................................
31, 1920 ...............................................................................................................................
3,100
$3,100
...........
31, 1921 .............................................................................. .....................................................................................
1,950

Deferred income:

Dec.
“
“
“

Deferred charges:

T he W ashburn Manufacturing Company
Statement of Surplus and P rofit-and-Loss A djustments
December 31, 1918, to December 31, 1921
Surplus
Profit-and-loss
Profit-and-loss
Dec. 31,1918
1919
1920
Balances—per books ............................................. $235,000
............
$65,000
............
$78,300
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The Washburn Manufacturing Company
Adjusted Statement of Surplus Account
December 31, 1918, to December 31, 1921
Surplus, December 31, 1918 ....................................
Add profits: 1919 ....................................................

Total ...................................................................
Deduct: dividends....................................................
Provision for possible inventory losses.............

303,905.00
$ 40,000.00
8,000.00

Surplus, December 31, 1919 ...................................
Add profits: 1920 .....................................................
Provision for possible inventory losses—Dec.
31, 1919 .........................................................

Total ....................................................................
Deduct: dividends ..................................................
Provision for possible inventory losses.............

48,000.00

255,905.00
80,615.00

8,000.00
344,520.00

35,000.00
12,600.00

Surplus, December 31, 1920 ...................................
Add profits: 1921 ....................................................
Provision for possible inventory losses—Dec.
31, 1920 .........................................................

Total ....................................................................
Deduct: dividends ..................................................
Provision for possible inventory losses ...........

$232,400.00
71,505.00

47,600.00
296,920.00
43,880.00
12,600.00

353,400.00

20,000.00
9,250.00

29,250.00

Surplus, December 31, 1921 ....................................

324,150.00

Reconciliation
Balance of surplus—per books—Dec. 31, 1921 ...
Add: deferred charges, December 31, 1921 ...........

$331,300.00
1,950.00

Total ...................................................................
Deduct: deferred income—December 31, 1921 .......
Accrued expenses—December 31, 1921 ...........
Unrealized profit on consigned goods ..............
Balance of surplus—per adjusted statement.........

333,250.00

700.00
4,200.00
4,200.00

9,100.00
$324,150.00

No. 3 (10 points) :
A corporation issued $100,000.00 of 6% preferred stock on January 1,
1921, with a sinking-fund provision requiring that there shall be redeemed
each year out of profits an amount of stock equal to 20% of the profits of
the preceding year. The company is not to pay more than 105 for the
stock, and any money in the fund which cannot be used to acquire stock
at 105 or less is to remain in the fund until purchases can be made.
During 1921 the company made a profit of $29,000.00, and in January,
1922, it created the fund in accordance with the provisions of the stock
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issue. During February it purchased and retired 56 shares of preferred
stock at 103.
Give entries for the establishment of the fund and the purchase and
retirement of the stock.
Explain the difference between the operation of a sinking fund for
bonds, and a sinking fund for stock.
State whether you think it is obligatory for the corporation to set up a
sinking-fund reserve in conjunction with a preferred-stock sinking fund.
If you think that the reserve is not obligatory, state whether or not it is
advisable, giving your reasons.
If a reserve is created, state what entry is made to establish the reserve
and what disposition may eventually be made of it.
Solution:
Preferred-stock sinking fund ....................................... $5,800.00
Gash .....................................................................
$5,800.00
To set aside cash equal to 20% of the profits of 1921,
to be used for the retirement of preferred stock.
Capital stock preferred ..................................................
5,600.00
Surplus ............................................................................
168.00
Preferred-stock sinking fund ............................
5,768.00
To record the purchase of 56 shares of preferred
stock at 103, and the cancellation thereof.
The so-called preferred-stock sinking fund is not a true sinking fund.
There are three elements to the definition of a sinking fund. A true
sinking fund in the accounting and mathematical sense is a fund of assets
(a) accumulating at compound interest (b) for the payment of a positive
liability (c) at its maturity. A sinking fund for the retirement of bonds
at maturity meets all these requirements. The fund accumulates at com
pound interest, the bonds are a positive liability, and the bonds are canceled
at maturity. Even if the company buys for the sinking fund the very
bonds for which the fund was established, these bonds may be held alive
in the fund until their maturity. In fact, if the bonds are canceled when
purchased the fund should be called a retirement fund and not a sinking fund.
In the case of a fund for stock, none of the requirements of the definition
is met. The fund is used for the immediate purchase and cancellation of
the stock; hence it does not accumulate at compound interest. The stock
is not a positive liability, and it has no definite maturity. It would be
more exact to call the fund a preferred-stock redemption fund.
The chief practical difference between a bond sinking fund and a stock
sinking fund is that the former continually increases until the maturity
of the bonds, but the latter is temporarily increased by the cash deposits
and forthwith reduced by the purchase and retirement of the stock.
A sinking-fund reserve is not obligatory unless the provisions of the
stock issue specifically require it. If there is such a provision, the contract
with the stockholders necessitates the reserve. Even though the reserve is
not obligatory, it is advisable to create one in order to appropriate profits
and reduce dividends. If, in addition to making the sinking-fund contri
bution, the company pays dividends equal to the amount of its profits
each year, it will deplete its working capital, thus jeopardizing future profits.
It is better to hold a portion of the profits in surplus, and this is accom
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plished by setting up the reserve, which is merely an allocation of surplus.
By doing so, the company provides for its immediate needs by an issue of
stock, and as the stock is paid off the capital is replaced by profits left in
the business.
If a reserve is created, the proper entry is a debit to surplus and a
credit to the reserve. The reserve may be returned to surplus after the
stock is all retired; or if the reserve was set up at the discretion of the
board of directors and not in accordance with an agreement with the
stockholders it may be returned to surplus at any time. After having
been returned to surplus it may remain there indefinitely, or a stock divi
dend may be issued against it. In fact, a cash dividend may be charged
to this surplus, but it would probably be a poor financial policy to do so,
for it would merely result in dissipating the assets which the company
had acquired through the programme of issuing preferred stock and replac
ing the capital thus acquired by the retention of profits.
No. 4 (10 points) :
In consolidating the statements of a foreign branch with the statements
of the home office, it is necessary to make conversions from foreign to
domestic currency. At what rates should the balances of the following
accounts be converted? Give your reasons.
Fixed assets.
Inventories at the beginning of the period.
Current assets.
Current liabilities.
Nominal accounts.

Answer: Fixed assets should be converted at the rate which was
current at the date when the fixed assets were acquired. If the acquisi
tions were spread over a long period of time, there would be several rates.
In order to avoid the inconvenience which results from this situation, the
home office frequently carries the fixed assets on its own books, taking
them up at the date of acquisition and at the rate current at that date.
The rate at the date of acquisition should be used because of the funda
mental principle that operating profits should not be affected by fluctuations
in the market value of fixed assets. If any rate other than the rate at
acquisition were used, the resulting dollar valuation would be different
from the actual dollar cost, and thus an element of fluctuation of market
values would be introduced.
Current assets should be converted at the rate at the date of the
statement, because the theory is that these current assets will be con
verted into cash for the home office and the current rate is the best
measure of the amount of cash which will be received from them.
Current liabilities should also be converted at the rate current at the
date of the statement, because these liabilities are a deduction from the
estimated proceeds of the current assets.
The inventory at the beginning of the period should be converted at the
rate which was current at the close of the former period. At that date
the inventory in question was a current asset and was converted at the
then current rate. The inventory at the close of one period is the opening
inventory of the next period, and this inventory should be taken into the
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statements of the two periods at the same value. In order to accomplish
this result the opening inventory should be converted at the rate which was
used at the date when it was the closing inventory.
In regard to nominal accounts opinions differ, some accountants favoring
the use of an average rate (average of the rates for the period covered
by the statement), while others favor the use of the current rate at the
end of the period. It would seem that consideration should be given to the
question as to whether the profits have been transferred to the home office
during the period and thus realized or whether the profits remain at the
branch in the form of current assets.
If remittances have been made throughout the year, so that the profits
have been converted into domestic cash at various rates during the year,
it is preferable to use an average rate. If remittances have not been made
and the profits are therefore represented by current assets at the branch
at the end of the year, it would seem preferable to use the current rate.
The profits will be the same in either case, because of the necessity of
making an adjustment for exchange to bring the balance of the branch
current account on the home-office books up to or down to the converted
value of the net assets at the branch.

No. 5 (23 points) :
The A Company’s balance-sheet at December 31, 1921, contained the
following accounts:
Capital stock authorized .................................. $200,000.00
Unissued stock..................................................
30,000.00
Treasury stock (50 shares—par 100) cost ....
7,500.00
Surplus ..................................................................
20,000.00
Capital surplus (from appraiser’s revaluation
of fixed assets) ......................................
4,500.00
Premium on stock(issued at 110) .................
17,000.00
Reserve for sinking fund ....................................
35,320.00
Reserve for extension of plant.........................
20,000.00
On the same date the B Company bought 90% of the outstanding stock
at 170 and acquired the treasury stock and the unissued stock at 150.
Compute, for consolidated balance-sheet purposes, the goodwill arising
from the transactions.
Solution: The goodwill is the excess of the purchase price of the stock
over the book value at the date of acquisition. The first question to be
faced, therefore, is what items to include in the book value at the date
of acquisition. There are three items which require consideration. The
reserve for sinking fund should be included because it is an element of
surplus, set aside because of a contract with bondholders. The reserve
for extension of plant should be included because it also is an element of
surplus, set aside because of a financial policy.
But what about the capital surplus arising from revaluation? There
may be a tendency to assume that this should be excluded because of “the
disfavor with which accountants look upon its inclusion in surplus. There
are two ways of indicating why it should be included.
In the first place, assume that the holding company had purchased the
assets instead of the stock and had taken up these assets on its own books.
There is no question that it would have included this additional value in
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the fixed property accounts and not in the goodwill, assuming that the
appraisal was a trustworthy one. Now the consolidated balance-sheet shows
conditions comparable to what would have resulted from a purchase of
the assets instead of a purchase of the stock.
In the second place, if the capital surplus item is omitted from the
book value at acquisition, the book value will be smaller and the goodwill
will be larger than if the capital surplus is included. On the other hand,
the surplus on the consolidated balance-sheet will have to be correspond
ingly larger.
In comparing the book value of the acquired stock with the purchase
price, it is necessary to deal with the book value after the acquisition by
the holding company. That is, any premium paid by the holding company
to the subsidiary affects the book value of the stock held by the holding
company and hence affects the goodwill.
The net worth of the subsidiary after selling the unissued and treasury
stock at 150, is computed as follows:
Capital stock ....................................................................... $200,000.00
Premium on stock:
Original issue ................................................ $ 17,000.00
Sale to holding company: 350 shares at
$50 premium........................................
17,500.00

34,500.00
2,500.00

32,000.00

Surplus ...............................................................
Capital surplus (from appraisal) ...................................
Reserve for sinking fund .................................................
Reserve for extension of plant ........................................

20,000.00
$ 4,500.00
35,320.00
20,000.00

Total book value of all stock outstanding.............-...........

$311,820.00

Total ..............................................................
Less premium paid on treasury stock purchases

The B Company acquired:
90% of the $165,000 outstanding stock ..................... $148,500.00
Unissued stock ..................................................................
30,000.00
Treasury stock ...................................................................
5,000.00

Total (or 91.75% of total issue).....................................

$183,500.00

The book value of the stock acquired was 91.75% of $311,820.00, or
$286,094.85.
The price paid was:
To outside stockholders: $148,500 X 1.70....................... $252,450.00
To A company:
35,000X 1.50.......................
52,500.00
Total price paid ................................................................
Deduct book value of stock acquired ..................................

$304,950.00
286,094.85

Goodwill ..................................................................................

$ 18,855.15
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No. 6 (23 points) (Actuarial) :
A music house sells pianos on the instalment plan, receiving monthly
payments. Pianos cost $600.00 and are sold for $900.00. Interest at 6%
a month is charged on unpaid balances of the purchase
a year or
price. Income each year is computed by taking such a proportion of the
total profit as the collections on principal during the year bear to the $900.00
selling price. In addition, income is credited with interest collected and
accrued during the year.
A piano is sold August 16, 1921. An initial payment of $50.00 is received
and the purchaser agrees to pay the balance in 30 equal monthly instalments,
payable on the 16th of each month, beginning September 16, 1921. These
equal monthly payments are to be applied first to the interest accrued
during the month and second to the principal. As the interest will decrease
each month, the payment on principal will increase.
(a) Compute the monthly payment to be made. (The present value of
$1.00 due 30 periods hence at ½% per period is $.8610297.)
(b) Set up a table with the following columns:

Total

Date

Payments _____________
Interest
Principal

Balance of
principal

Enter the payments received in August, September, October, November
and December and show the balance unpaid at December 16, 1921.
(c) State the total credit to income during 1921, including profit on
sale and interest.
Solution:
(a) Computation of monthly payment:
$1.0000000
.8610297 Present value of $1 at
due 30 periods hence

.1389703 Compound discount

$.1389703 ÷ .005 = $27.79406 Present value of annuity of $1
$850.00 ÷ 27.79406 = $30.58 Monthly payment.
(b) Table of monthly payments:
Date

Aug.
Sept.
Oct.
Nov.
Dec.

16,1921
16,1921
16,1921
16,1921
16,1921

Total

Payments
Interest

Principal

$50.00
30.58
30.58
30.58
30.58

$4.25
4.12
3.99
3.85

$50.00
26.33
26.46
26.59
26.73

172.32

16.21

156.11

Balance of
principal
$900.00
850.00
823.67
797.21
770.62
743.89

(c) Computation of total credits to income for 1921:
Since the profit is one-third of the selling price, and since $156.11 has
been collected on the $900.00 principal or selling price, the profit for 1921
is ⅓ of $156.11, or $52.04.
Interest totaling $16.21 has been collected, and there is a half month’s
interest accrued on $743.89, or $1.86.
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The total income for 1921, from this sale, is therefore:
Profit ........................................................... $52.04
Interest:
Collected ............................ $16.21
Accrued ....................................
1.86 18.07
Total ...........................................................

$70.11

Consignments and Sales
Editor, Students’ Department:
Sir: Being a subscriber of The Journal of Accountancy, I am
asking your advice as to the entries necessary to record the following facts:
Suppose a corporation during July, 1920, sends out on consignment
$1,000.00 worth of goods. This $1,000.00 represents the selling price. The
goods were sent out on consignment with the idea of securing a good dis
tribution of the goods before starting the advertising. A cash discount of
2% was offered on the invoices provided the bill was paid within 90 days,
but the consignment was not due net until the advertising started.
Four hundred dollars less the cash discount of 2% or $8.00 was received
by the corporation from customers who expected the advertising to
make good.
The advertising was delayed and did not start until January, 1921, so
that the consignments were not due and payment was not asked until
March, 1921.
As the actual cost of manufacturing the goods was only $500.00, it is
therefore desired that the accounts on the ledger reflect the consignment
outstanding in cost value only, so as not to include in the 1920 business
any profit on the consignment. The advertising starting in 1921 naturally
sold the goods in 1921, so that the year 1920 did not receive any profit,
and the accounts should have been on the ledger at manufacturer’s cost
instead of at the expected selling price.
Will you kindly favor me with the entries necessary to reflect the above
facts as of December 31, 1920? When advising please let me have the
entry necessary to adjust the accounts that were paid during 1921, also
entry for those who discounted their bills at selling price during 1920.
Yours truly,
St. Louis, Missouri.
O. C. U.
Answer: It is plainly impossible to tell what entries to make to correct
the accounts when no information is given as to the entries already made
to record the transactions. All that can be done is to discuss the principles
which must be given consideration in determining the entries.
In the first place, while the shipments are referred to as consignments
it is not at all sure that they are consignments. The letter refers to a cash
discount and states that “the consignment was not due net until advertising
started.” If this means that it is due net when the advertising starts, and
that the goods must be paid for and can not be returned, the transaction
is not a consignment. The delay in settlement is merely a peculiarity of
the credit terms, and the shipments should be treated as sales.
Assuming that the shipments really are consignments and that the con
signees have the option of paying within ninety days and taking a discount
or returning the goods or paying for them when the advertising starts,
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the proper method of recording the shipments would be by a memorandum
entry debiting consignments outward, which would be a controlling account
with subsidiary accounts for each consignment, and crediting consignment
sales. This entry may be made at cost or at selling price, though cost is
preferable in order to keep track of the cost of unsold goods on consign
ment for inventory purposes.
When the consignee settles for the consignment, the memorandum entry
should be reversed and a regular sales entry should be made. Now fourtenths of the goods have been sold and the consignment has to this extent
turned into a sale. The fact that the advertising had not begun when
collections were received merely means that the consignee may not have
disposed of the goods, but the consignor has disposed of them and received
payment for them and he should take up the profit. There is no more
reason for him to wait until the advertising starts and the consignee dis
poses of the goods than there would be for a wholesale merchant to sell
goods to a retailer and wait to take up his profit until after the retailer
had also disposed of the goods.
As to the goods on hand in the possession of the consignees for which
settlement has not been made, the consignment status still exists and these
goods should be carried in the consignor’s inventory at cost, $300.00, which
is 50% of the selling price of the goods for which settlements have not
been received.
Arithmetical Progression
Editor, Students’ Department:
Sir: I have come across the following problem in my practice and have
as yet been unable to solve it. Will you kindly publish your idea of the
proper solution?
A building is to be leased for a term of 21 years at a total rental of
$525,000.00. The rental for the first year is to be $10,000.00, with gradual
equal increases so that during no year will the rental exceed $30,000.00
and the rental for the 21st year shall be $30,000.00.
Thanking you for your assistance in this matter, I am,
Yours truly,
New York.
J. S.
Answer: The terms of the problem are self-contradictory. Either the
last rent must be more than $30,000.00 or the total rent can not be $525,000.00.
If the first rent is to be $10,000.00 and the last one $30,000.00, the prin
ciples of arithmetical progression can be applied to find the common differ
ence or yearly increase. The formula to be used is:
L —F
D =-------n—1
In which D = common difference or annual increase.
L = the last year’s rent.
F = the first year’s rent.
n = the number of years.
$30,000 —$10,000
Then D =--------------------- 21 — 1
= $20,000 ÷ 20
= $1,000.
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This would make the rent $10,000.00 the first year, $11,000.00 the second,
and so on. But this will not produce the total rent of $525,000.00, which
may be proved by using another formula of arithmetical progression:
F+L
S = ---------- n
2
In which S = the sum of all the payments.
Applying this formula, the total payments are computed as follows:

$10,000 + $30,000
S =------------------------ 21
2
$40,000
=---------- 21
2
= $20,000 X 21
= $420,000
If the total payments are to be $525,000.00, the last payment must be
more than $30,000.00, and the amount of this last payment may be com
puted as follows:
F+L
Since S =--------n
2
S
F
L
— = —+ —
n
2
2
S
F
L

n

2= 2

$525,000

$10,000

2

21

L
= 2

L
$25,000 — $5,000 = —
2
L
$20,000 = —
2
$40,000 = L
The annual increase in rents may now be computed by the first formula:
L —F
D=------- n—1
$40,000 —$10,000
=

20

= $30,000 ÷ 20
= $1,500
Then the rent the second year would be $11,500.00; the third year
$13,000.00, and so on.
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Dividends Out

of

Capital

Editor, Students' Department:
Sir: Will you kindly give me an opinion on the following case?
A company publishing a well-known popular magazine had issued stock
for an equivalent amount of cash paid in. It suffered losses until its
balance-sheet, in condensed form, appeared as follows:
Net capital and current
assets ..................... $250,000.00 Capital stock ............... $300,000.00
Deficit ............
50,000.00
Just about the time the magazine had reached this stage and its pro
prietors were greatly discouraged, it started to run a series of feature
articles which suddenly became immensely popular. The circulation and
advertising receipts suddenly jumped to figures previously unthought-of.
In the first year after this sudden change of fortune, the corporation
earned profits of approximately $40,000, and the directors desired to dis
tribute dividends of $30,000. But there was no surplus out of which to
declare dividends. On the contrary, the balance-sheet still showed a deficit
of $10,000. In this predicament they called in an accountant who solved
the difficulty by directing that a very simple entry be made on the company’s
journal, debiting a new account to be called “goodwill” to the amount of
$100,000 and crediting surplus for a like amount. Then the balance-sheet
showed a surplus of $90,000.
There was nothing then to prevent the immediate distribution of cash
profits in the form of dividends.
Very truly yours,
Philadelphia, Pennsylvania.
H. W. S.
Nothing whatever. The only thing which might have prevented it was
a little legal knowledge on the part of the directors, to the effect that
a book entry debiting goodwill and crediting surplus does not create
earned profits, and that they would become personally liable to creditors
in case of future inability to pay the corporation’s debts in full. Lacking
this knowledge there was nothing to prevent the dividend. Some bitter
experience as a result of this dividend might prevent a subsequent one
in similar circumstances.
Loss on Realization

of

Inventory

of

Discontinued Line

Editor, Students’ Department:
Sir: May I ask your kind opinion in the following situation, which
actually exists?
A concern making and selling one line of product (product A) and
also formerly jobbing another line of product which it did not manufacture
(product B) has discontinued altogether the sale of product B but continues
the manufacture and sale of product A. At the time of the change in
policy a $2,000 inventoryof product B, in salable condition, remained on
hand. This inventory is still on hand and is carried as a separate ledger
account. The nature of product B is such that sales are not likely to
occur unless determined sales effort is made or unless expense is incurred,
and no sales were made of product B. During the year the $2,000 inven
tory of product B has suffered loss in value to the amount of $500.
This loss in value is credited to the inventory account in the ledger. The
question is: How should the debit be classified?
Among the suggestions that have been made, and upon which I should
like to have your opinion, are the following:
(1) Cost of goods sold (which aside from this item would consist
altogether of items entering into the cost of product A).
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(2) A part of “other gain and loss” at the end of the operating
statement, with other items that affect net profit but are not considered
a part of operations.
(3) Surplus.
Would your answer be the same if a number of sales of product B
had been made during the year, it being understood that no expense or
chargeable effort had been made to effect such sales?
The distinction between the case stated and the ordinary unsalable
inventory items in a merchandising concern is that the inventory in the
problem presented by this situation is the remnant of a line of product
that has been altogether discontinued, and that so far as its physical
condition is concerned the item is entirely salable.
I thank you now for such attention as you can give this inquiry.
Very truly yours,
Cincinnati, Ohio.
F. J. H.

It appears that the decrease in the value of the inventory of product B
should be charged to surplus. The profit of the last period during which
this product was dealt in has been credited to surplus; but the correctness
of the profit thus credited to surplus is dependent upon the ability to
realize the inventory at the value placed upon it when the books were
closed at the end of the prior period. The loss now ascertained on the
inventory is a correction of the value placed upon it at that time and is
therefore a correction of the profits estimated at that time.
If sales of product B had been made during the period, it would appear
that these profits would have been extraneous to regular operations since
the company is no longer dealing regularly in product B. Therefore
the profit on such sales would be an offset to the shrinkage in value of
the inventory, and the net amount should be transferred to surplus as
a net adjustment of the value placed upon the goods at the end of the
last period during which they were regularly handled.
Partnership Profits on Sale of Capital Interest
Editor, Students’ Department:
Sir: Enclosed is a copy of a problem that has been much discussed
among the members of the staff during the past few days, along with
the several solutions which have been offered during these discussions, and
as a reader of the Journal I shall appreciate it very much if you will
comment on these solutions, stating under what conditions each would
be correct.
Very truly yours,
Atlanta, Georgia.
T. W. B.
Question.
A and B purchase an invoice of cotton consisting of 200 bales for
which they pay $20,000. Of this amount A contributes $12,500 and B
contributes $7,500. Later C offers $10,000 for a one-third interest in
this invoice, which A and B accept. You are asked to submit figures
on which to base the distribution of this $10,000; so that both A and B
will receive absolute justice and that they may all continue equally
interested in the venture.
Answers.

No. 1.

Withdrawal of original investment by A and B:
A—withdrawal
$12,500.00 — $6,666.67 =
B—withdrawal
7,500.00 — 6,666.66 =
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Premium on sale of
interest to C:
$10,000.00 — $6,666.67 = $3,333.33
A—50% of $3,333.33
B—50% of $3,333.33
Total distribution of $10,000.00 paid by C:
Capital
Premium
A .................. $5,833.33
$1,666.67
B ..................
833.34
1,666.66

1,666.67
1,666.66

Total
$7,500.00
2,500.00

$10,000.00

Total.............

No. 2.

Withdrawal of original investment by A and B:
A—withdrawal (as above)
B—withdrawal (as above)
Premium on sale of
interest to C = $3,333.33 as
⅓
A—of $3,333.33
B—⅜
of $3,333.33
Total distribution of $10,000.00 paid by C:
Capital
Premium
A................... $5,833.33
$2,083.33
B...................
833.34
1,250.00

$5,833.33
833.34
above.
$2,083.33
1,250.00
Total
$7,916.66
2,083.34

$10,000.00

Total.............

No. 3.
Withdrawal of original investment by A and B:
A—withdrawal as above
$5,833.33
B—withdrawal as above
833.34
Premium on sale of
interest to C—$3,333.33 divided
50 cents on each $1.00 withdrawn.
A—$5,833.33 X .50
$2,916.67
B—$ 833.33 X .50
416.66
Total distribution of $10,000.00 paid by C:
Capital
Premium
Total
A................... $5,833.33
$2,916.67
$8,750.00
B ...................
833.34
416.66
1,250.00

$10,000.00

Total.............

The above problem, submitted by T. W. B., cannot be solved with any
certainty because there is no statement as to the ratio in which profits
are to be shared. If profits are shared equally, the first solution is correct.
If they are shared in the capital ratio, the second solution is correct.
In the absence of an agreement, partnership profits are shared equally;
therefore, in the absence of a stated agreement, the first solution must be
assumed to be correct. I can not see that the third solution would be
correct in any circumstances.
Self Insurance
Editor, Students’ Department:
Sir: I am a subscriber to your periodical and have followed from
month to month the discussions of various items on accountancy, but have
failed to find any explanation of the insurance-reserve account, which I
understand is kept by several large concerns in the east.
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In order that you may pass on it properly, I shall place a set of facts
before you and ask you to outline the most feasible method of handling
the proposition.
A corporation proposes to carry 50% of its insurance on stock,
buildings and fixtures, at the same time creating a reserve on the books
of the company which in time will cover any loss that might occur over
the amount purchased.
To create this reserve, the company is going to transfer Liberty
bonds to this account from the Liberty-bond account, and charge them
at the prevailing market value, although the bonds are carried at par.
What entries will be required to set up this account for insurance
reserve? Also what entries to cover loss on bonds?
Very truly yours,
X. Y. Z.
When a concern decides to carry so-called self insurance, there may
be both a reserve and a fund. At any rate there should be a reserve;
the fund is optional.
The reserve should be set up by a charge to profit and loss and a credit
to insurance reserve. The amount charged to profit and loss may be
determined in several ways, one of the most common being to set up
the amount which would otherwise be paid as premium to an insurance
company. Some concerns reduce this amount somewhat, on the theory
that the premiums paid to an insurance company include the cost of
the insurance and a profit, and since the object of carrying self insurance
is to save this profit, the charge to profit and loss is reduced to the
estimated cost of the insurance eliminating the estimated profit. Another
method is to ignore the cost of premiums and compute the reserve on the
basis of estimated future losses from fire. This is a very difficult method
to apply as fire experiences of the past are an untrustworthy indication
of probable losses in the future. When a loss occurs, it is charged against
the reserve. In the case mentioned in the letter, where some insurance
is carried with insurance companies, only the excess of the loss over
the settlement recovered would be charged to the reserve.
If desired, the concern may also provide a fund to replace assets
destroyed. This is accomplished by debiting the insurance-fund account
and crediting the account of the asset transferred to the fund. Your
statement that the reserve is created by transferring Liberty bonds to
a reserve account must be incorrect because a reserve is an account with
a credit balance. It would be impossible to transfer assets from one
account to another and have the second account a reserve with a credit
balance. It must be the intention to create a fund. There is a good deal of
confusion between funds and reserves, and the mistake in terminology
is not unusual.
If Liberty bonds are transferred from the bond account to the fund
at a reduced value, debit insurance fund at the market value, debit surplus
for the loss taken, and credit Liberty-bond account for the carrying value
of the bonds transferred.
Estimating Profits by Months
Editor, Students' Department:
Sir: I shall appreciate it if you will inform me how you would divide
profits of an amount of $100,000. The partnership contract between A, B,
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C and D provides that the profits and losses should be divided as follows:
A 40%; B 30%; C 24%; D 6%. Profits for the months of January
and February, however, should be divided at the rate of 45% for A
and 19% for C.
The bookkeeper of the firm takes the point of view that the total profit
of $100,000 should be divided equally over the twelve months of the year
and the proportion thereof for the months of January and February
should be shared by A 45% and by C 19%. The accountants who audited
the books decided that this was an error and the profits of the first three
months should be taken as a basis and that two-thirds of this amount
represent the profit of the first two months, to be divided at the agreed rates.
Yours truly,
A. W. E.
The auditors are more exact than the bookkeeper, but I believe it is
possible to be even more exact, and in a case of this sort, where financial
interests of different parties are involved, the computation ought to be
as exact as possible. As the auditors propose to use the profits of the
first three months as a basis, it must be that the books were closed at
the end of March. Therefore the rate of gross profit for these three
months can be ascertained. Using this rate of gross profit, it is easily
possible to ascertain the approximate inventory at the end of February
by the customary gross-profit method. This ought to be a close approxi
mation, as the rate used is the actual rate of profit for the two months
involved, modified only by any change which may have occurred in
March, which would probably have little effect on the computation. The
books will show the purchases and sales for the two months, and with
the actual inventory at the beginning of the period and the estimated
inventory at the end of the period the gross profit for the two months
can be very closely estimated. All that would remain is an analysis of
the expenses to determine those which are applicable to the two months
in question.
The auditors’ proposal overlooks the fact that the profits for January
and February might not be anywhere near two-thirds of the profit for
the first three months, because of differences in sales and in expenses.
Adjustment of Partnership Profits
Editor, Students’ Department:
Sir: Will you kindly give me your solution of the following problem:
A partnership, A and B, has interest in capital and profits for the
year 1919 of 75% for A and 25% for B. A customer’s account of
$1,000 is charged off during that year which results, of course, in A
losing $750 and B $250.
The same partnership is upon the basis of 50% and 50% the next
year, and the supposed bad account of $1,000 is paid in 1920.
Should that collection when received be credited to surplus, in which
case A and B would receive $500 each although it had cost A $750 and
B $250 the year before?
I do not seem to find any authority on this question and if you can
refer me to such authority as has been printed, will you kindly do so?
Yours very truly,
Boston, Massachusetts.
H. H. S.
The collection could not well be credited to surplus because it is not
customary for a partnership to have such an account. All profits are
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divided at once. The question is: Should the collection be credited direct
to the partners’ capitals in the former ratio or be credited to profit and loss
and thus be divided in the new ratio? Theoretically, there seems no
question that the only equitable method is to credit the capitals direct
in the old ratio. Otherwise A would suffer an injury as the result of a
mere book entry. Practically, it might be difficult to apply this theory
in all cases, for it might be impossible to ascertain all corrections of
prior years’ profits as easily as it is done in this case.
In support of the theory stated above, and in compliance with your
request for reference to authorities, I am able to quote from an article
by Mr. Walton .which seems to be directly applicable:
“When the profit-and-loss ratio changes from one period to another,
any adjustments of the profit of a prior period must be carried to the
capital accounts in the profit-and-loss ratio of the prior period instead of
in the ratio of the current period. To illustrate, if the profits of one
period are understated, for instance by the understatement of the final
inventory, when the error is discovered in a subsequent period correction
must be made by credits direct to the partners’ capital accounts in the
prior year’s profit-and-loss ratio. Correcting the error by a credit to
profit-and-loss would be wrong for two reasons: first, it would overstate
the current period’s profit; and second, of much greater importance, it
would distribute the profit in an incorrect ratio.
“If a reserve has been set up to meet a future contingency and the
contingency has ceased to exist, the reserve should be credited to the
partners in the ratio of the division of profits that prevailed at the time
the reserve was created, and not in the ratio of the current year, if the
rate has been changed.”
This seems to cover the point. If a reserve had been set up against
the account and later was found to be unnecessary, it should be closed back
to the partners in the ratio which existed when the reserve was set up.
The fact that the account was actually charged off does not change the
principle.
Federal Taxes and Bonus
Editor, Students’ Department:
Sir: I have read with interest the answer to many knotty problems
in the Journal, and I am wondering if you can advise me on the following:
“A” was the manager of several departments in a store and had an
oral agreement with the president that in addition to his salary he was
to get 10% of the profit of those departments. No data are available to
show if there was any other qualifying condition as to how the profit
was to be figured. Now the corporation submits him a statement giving
the results of the year’s business and in this statement his departments
have been charged with a proportion of income tax paid to the government.
Now the question in my mind is whether this tax paid to the government
is a fair charge against his departments or it is proper to charge it against
surplus, pure and simple. Just what would be the correct way to treat
this item, and what is the usual way of handling it?
Very truly yours,
Walla Walla, Washington.
G. J. P.
A is to receive a percentage of the net profits; the net profits are not
known until all expenses have been deducted; taxes are an expense;
therefore it is the opinion of this department that it was proper to deduct
a portion of the income tax from the profits of the departments in which
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the manager was interested. The mere fact that the expense of taxes
is computed on the basis of profits before deducting taxes does not change
the fact that the taxes are an expense.
Since the tax is based on profits, the proper way to apportion the
tax among the several departments is on the basis of the profits of
the departments.

It is announced that the name of the Incorporated Institute of Account
ants, Commonwealth of Australia, has been changed to Commonwealth
Institute of Accountants.

Hurdman & Cranstoun announce the removal of their offices to the
Borden building, 350 Madison avenue, New York.

Lybrand, Ross Bros. & Montgomery announce the removal of their
New York office to 110 William street.
Abadie, Burgess, Hessenbruch & Tanner announce the removal of their
New York office to 50 Church street.
Courter, Rhyne & Shenton announce the removal of their offices to
30 Church street, New York.

E. A. Ashdown & Co. announce the removal of their offices to 120 west
42nd street, New York.
Alfred Rose & Co., New York, announce that they have admitted David
Munroe to partnership.
Herbert S. Greenwood announces the removal of his office to 2 Rector
street, New York.
David Elder & Co. announce the removal of their office to 34 Pine
street, New York.

Leon Brummer announces the removal of his office to 53 Park place,
New York.

Eckes & Dean announce the removal of their office to 40 Rector street,
New York.

Joseph N. Tropp Co. announce the removal of offices to 165 Broadway,
New York.
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